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Leases: So Practical and So Unaccountable
Stella E. Densmore
Birmingham, Alabama
Stella E. Densmore is Systems Manager for 
South Central Bell Telephone Company in 
Birmingham, Alabama. She is a graduate of 
Florida State University in Tallahassee.
Ms. Densmore is a member and past 
president of the Birmingham Chapter of 
ASWA.
The author discusses the economic and legal 
aspects of leasing as a source of funds.
Over the past decade leasing as a means of 
financing the cost of assets used in busi­
ness has grown steadily. Instead of bor­
rowing money to buy a computer, an 
airplane, or a nuclear core, a company 
leases it.
Leasing was originally used mainly for 
movable items such as trucks, boxcars, 
and computers, but in recent years highly 
specialized immobile equipment and even 
entire industrial plants have been ac­
quired through leasing. As leased assets 
have grown larger, they have increasingly 
been leveraged, meaning the lessor puts 
up 20 to 40 per cent of the money needed 
to purchase the equipment and the re­
mainder is raised by an investment banker 
by selling debt to long-term lenders.
The growing acceptance of leasing is 
attributable to changing economic condi­
tions. Heightened competition has forced 
managers to seek every reasonable 
method of reducing costs and increased 
costs of capital have led to new financing 
techniques to reduce the over-all costs of 
financing.
This article will consider the nature of 
lease financing, the reasons for leasing as 
opposed to owning, disclosure of lease 
obligations on financial statements, and 
the expected future of leasing as a source 
of funds.
The Nature of Lease Financing
New financing may be acquired through 
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owners' equity, debt, or long-term leas­
ing. Certain questions quite naturally fol­
low: What is a long-term lease; is it debt? 
What is its effect on equity?
Under a long-term lease, a company 
pays only for the use of the equipment; 
there is no intent stated or implied for the 
user to obtain equity in or purchase the 
equipment. The lessor retains ownership 
and the claim to any residual value at the 
end of the lease.
Financing by equity imposes an obliga­
tion upon the company to produce earn­
ings sufficient to provide dividends to the 
shareholder and an increase in the value of 
the stock. The cost of a new common stock 
issue might well be measured by the effect 
on long-term earnings per share.
Financing through senior debt, such as 
mortgage bonds, debentures and bank 
borrowings, establishes a liability which is 
fixed and predetermined. Financing by 
lease is financing through executory con­
tract and is never fixed or determinable.
Differences and similarities between 
debt and leasing may be viewed as either 
legal or economic. From a legal 
standpoint, long-term leases are not 
equivalent to long-term debt for the fol­
lowing reasons:
1. The terms of the lease may permit the 
lessee to cancel with little or no penalty.
2. In case of bankruptcy, a lease contract 
may be set aside. In order to collect, the 
lessor must prove damages, which may be 
difficult, and then the amount is set by the 
court.
3. The courts have traditionally ignored 
any clause designed to give a lease the 
effect of a debt instrument.
4. Debt obligations are fixed and pre­
determined, whereas long-term leases are 
contingent obligations and the legal liabil­
ity is indeterminate.
Long-term leases are legally similar to 
debt in that default under a lease can 
throw a lessee into bankruptcy just as 
default on a standard debt obligation can.
From an economic viewpoint, the fol­
lowing similarities exist between long­
term leasing and debt:
1. The lessor relies on the lessee's gen­
eral credit worthiness just as do lenders.
2. Rental payments are determined 
based on annuity tables to return the 
lessor's total investment plus a suitable 
rate of return over the lease period.
3. The lessee usually assumes responsi­
bility for maintenance and taxes on the 
leased assets just as under ownership.
The significant economic difference be­
tween purchasing assets through debt­
financing and leasing is the lessor's right 
to residual value at the end of the lease.
From the lessee's viewpoint, interest 
inherent in the rental payments repre­
sents the effective cost of the money 
borrowed from the lessor. A long-term 
lease is a financing device, closer in nature 
to debt than to common stock, but it really 
is neither. However, if long-term leasing 
is viewed as equivalent to debt, then there 
should be a point beyond which further 
leasing could not be undertaken without 
adjustment of the capital structure.
Reasons for Long-Term Leasing 
Numerous reasons are given by business 
managers for long-term leasing of assets. 
However, the economics of long-term 
leasing as opposed to cash purchase or 
bank loan financing vary widely from 
company to company. Some of the more 
common advantages of long-term leasing 
are given below.
Cash conservation.—The primary advan­
tage of leasing is that it conserves cash. It 
enables the lessee to acquire the use of 
needed equipment without an immediate 
drain on working capital. No down pay­
ment may be required, or one year's 
leasing cost may be required. These 
minimum amounts free a company's capi­
tal for day-to-day cash needs. However, 
this is an advantage only when there are 
profitable alternative sources of invest­
ment, i.e., when working capital is kept 
working.
As an example, an Alaskan air service 
wanted to expand its helicopter fleet to 
handle extra business. It had assets of 
$800,000 but needed $1.5 million for four 
new helicopters. Banks were unable to 
provide 100 per cent financing. A lessor of 
equipment bought the helicopters and 
arranged 100 per cent financing on a 
long-term lease. The Alaskan company 
required no cash outlay, preserved its 
working capital, and could use short-term 
financing to meet its operating expenses.1 
Growth companies such as this one have 
constant demands for capital, and leasing 
is one way to conserve working capital.
Off-balance-sheet.—An estimate of the 
outstanding debt of U.S. business at the 
end of 1973 was $1.1 trillion, 1,000 per cent 
higher than at the end of World War II. In 
addition, corporations held $75 billion in 
leased equipment.2 Some of these leases 
appear in footnotes on the balance sheets, 
some do not.
Many long-term leasing arrangements 
have been made solely to avoid showing 
an increase in long-term debt on the 
balance sheet and to avoid diluting own­
ership by selling equity securities. This 
off-balance-sheet angle was one of the 
reasons for the rapid growth of leasing. 
However, because of the capital shortage, 
high cost of debt financing, and general 
business conditions, corporate treasurers 
no longer look at leasing as a gimmick. It is 
now an accepted method of alternative 
financing.
Lenders and knowledgeable investors 
know to look for lease obligations in as­
sessing a company. The real danger is that 
the economy will be over-burdened with 
debt. The greater the strain on corporate 
cash, the greater the danger of companies 
defaulting on loans as well as leases.
Cost of capital.—The cost of capital has 
increased as a result of greater demand 
from both government and private users. 
While bidding for hard-to-find capital, 
companies discovered long-term leasing. 
Leasing companies can provide capital 
because they have a stronger line of credit 
than most of their customers. Money 
sources view leasing companies as better 
credit risks because their investments are 
spread over a wide variety of industries. 
Also, leasing companies can afford to use 
a mixture of short and long term debt. 
Some lenders require that funds be held 
on deposit. This increases the cost of 
borrowing money and helps close the gap 
between the cost of leasing and the cost of 
debt financing.
Risk reduction.—Leasing often reduces 
risk in two ways. First, a standard com­
mercial loan might be for three to five 
years and must then be renewed. The 
company runs the risk of not being able to 
renew the loan at all or of paying higher 
interest rates. Leasing terms are usually 
flexible, and for long periods of time, 
restricted only by the life of the asset. 
Second, in high-technology equipment, 
such as medical instruments and com­
puters, leasing can reduce the risk of 
technical obsolescence. Since the lessor 
retains title to the property, the lessee may 
be protected to a certain extent from the 
risk of rapid or unexpected obsolescence.
Tax advantages. —There are basically two 
types of leasing companies and they oper­
ate on two risk-reward ratios. For exam­
ple, if a company leases out equipment for 
short periods of time, maintains it and 
hopes to derive a profit from its resale, 
then it is in the high-risk area of the 
business. Its cost of capital will be rela­
tively high and it will not be able to 
leverage its money very far. A gross profit 
margin of around 10 per cent will be 
needed to survive. Avis, Hertz and com­
puter rental companies are in this cate­
gory.
On the other hand, if a leasing organiza­
tion designs leases to pay out the whole 
cost of the equipment in five or ten years 
and the lessee assumes the service and 
upkeep responsibility, the lessor is in the 
finance business. Profit margins are 
steadier and so the mark-ups above the 
cost of money are likely to run from 3 per 
cent down.3
Since lessors legally own the asset, they 
can either claim the tax advantages (in­
vestment tax credit and accelerated depre­
ciation) or pass them on to the lessee. In 
many cases lessees, such as airlines, do 
not have enough income to use all the tax 
advantages themselves. They, in essence, 
sell these tax shelters to the lessor in 
exchange for lower lease payments. The 
effective interest cost to the lessee on this 
type lease is typically half the prime rate. 
Companies can often finance capital 
equipment over a 15 year period at a 4 
per cent interest rate. Moreover, lease 
payments are regarded by the Internal 
Revenue Service as a tax deductible ex­
pense.
To illustrate the tax advantage of lever­
aged leasing, a railroad leases equipment 
costing $10 million. The lessor puts up 20 
per cent of the funds, or $2 million. The 
lessor receives no money from the lessee 
until the fifteenth year, and then only $1 
million. But, on an after-tax discounted 
basis, the lessor receives a better than 16 
per cent return on investment; part of it in 
the form of tax credits. In addition, the 
lessor owns the equipment after the lease 
expires, and in a period of inflation this 
residual value can be substantial. More 
than 80 per cent of all railroad rolling stock 
is financed this way.4
A control on this type leasing is that 
large amounts of taxable income are re­
quired. As a result most investment banks 
move in and out of the leveraged business.
Taxation is an important factor to be 
considered in deciding whether to lease or 
purchase. Breakeven graphs and models 
have been used to test the optimum time 
to purchase. One such model illustrated 
that omitting the tax element resulted in 
perpetual leasing; including the taxation 
influence changed the optimum purchase  
time from near one year to perpetual 
leasing. It also found that when a com­
pany's internal rate of return is between 
.05 and .10, it is better to purchase; but 
with a higher rate of return, it is better to 
lease perpetually and invest capital 
elsewhere.5
Advantages must be weighed against 
disadvantages for the individual firm. All 
other things being equal, leasing is advan­
tageous to a firm only if the extra cash in 
the early years of a lease can be invested so 
as to return enough to offset the extra cost 
in the later years of the lease.
Disclosure of Lease Obligations6 
There is a continuing debate over the 
method of presenting nonpurchase lease 
data in financial statements. Although the 
question of leasing's effect on credit 
worthiness has not been resolved, it is 
recognized that leases influence a com­
pany's earnings, its ability to meet debt 
service, and certain financial ratios. Con-
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sequently, more information should be 
furnished to those who rely upon financial 
statements.
At present, leases often appear only in 
footnotes to the balance sheet, are not 
uniformly presented, and are often dif­
ficult to evaluate. The Financial Account­
ing Standards Board is currently consider­
ing requiring the capitalization of out­
standing leases on the balance sheet.
One question which has been asked is, 
could the financial statement user more 
accurately predict firm bankruptcy if non­
purchase leases were capitalized? Numer­
ous research models have been used to 
determine the ability of financial ratios to 
predict business failure, but one conclu­
sion is that this additional information 
does not appear to improve the predictive 
power of ratios for any of the last five years 
before bankruptcy.7
Nonetheless, if all nonpurchase leases 
were capitalized, certain businesses 
would be greatly affected. According to its 
latest balance sheet, United Air Lines had 
long-term debt of $936 million and over 
$700 million in equity capital. Its debt to 
equity ratio was 1.34 to 1. But the 
capitalized value of leases was $815 mil­
lion which, if included, would have 
caused the debt to equity ratio to climb to 
2.4 to 1. And in early 1974 W. T. Grant had 
$330 million in equity, $220 million in 
long-term debt, and $458 million in lease 
liabilities.8
The most common objection to capitaliz­
ing leases is the difficulty in calculating 
their cost. Even a 1% difference in the 
discounting rate can cause a significant 
difference in the capitalized rental. Differ­
ent methods have been proposed using 
internal rate of return, net present value, 
and after-tax cost of debt.9 These may well 
be too complex for the average user.
Estimated Future of Leasing
At the beginning of 1975, $80 billion worth 
of industrial equipment was on lease.10 A 
business research and consulting firm, 
International Resource Development 
(IRD), surveyed 2,900 firms. Of the firms 
responding to the survey, 85 per cent said 
they planned to increase their use of 
leasing as a means of acquiring capital 
equipment. On the basis of the survey, 
IRD projects an annual growth rate for 
leasing of at least 10 per cent in all areas.11
Growth is also expected to go in new 
directions, such as electric utilities, gas 
and transmission utilities, coal mining and 
transport, and equipment for offshore 
drilling.
The utilities industry is the most capital 
intensive industry of any size in the na­
tion, requiring on an average $4 in plant 
for every $1 in annual revenue. The Fed­
eral Power Commission has estimated 
that utilities will need $650 billion in new 
capital in the next 15 years. But with fewer 
financing options it is predictable that 
utilities will turn increasingly to leveraged 
leasing to finance their equipment needs.
Despite growing demand the leasing 
industry may eventually be limited by the 
capital shortage, for lessors must also find 
capital, and by the availability of income 
requiring a tax shelter.
Conclusion
Legally, leasing is not debt but eco­
nomically it is more like debt than owner's 
equity.
The primary reasons for leasing as op­
posed to purchasing are (1) it conserves 
cash and increases working capital, (2) it 
permits the immediate use of an asset 
without reflecting a long-term liability on 
the balance sheet, (3), it reduces cost of 
capital, (4) it reduces risk, and (5) it pro­
vides tax advantages.
Lease obligations currently appear in 
footnotes on balance sheets. There is a 
growing acceptance of capitalizing leases; 
however, an acceptable method for cal­
culating the lease cost has not been agreed 
upon.
It is probable that leasing as a source of 
funds will continue to grow, limited 
perhaps by the supply of money and 
availability of income requiring a tax shel­
ter.
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